Memorandum Emi

. Date: © August 31, 2005

To: : Honotable Chairman Joe A Martinez
- and Members, Board of Cpunty Commissioners

From: George M. Burgess '/l”
County Manager ~ _ f"‘ :
Sdbje_ct—: ' Miami-Dade Water and Sewer Dep ment Rate Structure

Miami-Dade Water and Sewer Department (WASD) has a long history of offering its customers some of
the fowest water and sewer rates in the region. Rate increases have been few and far between even
as the system has dramatically expanded its infrastructure; in fact, the average customer pays less

* today for water and sewer services than in 1998, when the Board first instituted its five year, no rate

increase policy. Several factors of the recent past have made it imperative to alter. the rate schedule,
principal among them rising costs, bond obligations, long-term conservation trends, and under-priced
rates.

in the Fiscal Year 2005-06 Resource Allocation Plan | submitted in June, the WASD budget included a
revenue increase of 3.5 percent as. a necessary counterbalance to rising operating and maintenance
costs. |indicated in-my budget message that prior to the September budget hearings | would submit for
your consideration a multi-year rate increase plan to address capital needs as well. Staff has continued
their analysis of the WASD budget over the summer, developing a number of strategies to. minimize the
impact of a needed rate increase. | have reviewed the various options and am recommending
adjustments to the WASD rate schedule that are projected to generate an increase in departmental
revenues of $48.564 million- (which will be budgeted at 95% in accordance with state law, for an
increase of $46.135 million), or twelve percent over what was included in the Proposed Resource
Aliocation Plan. Including the 3.5 percent already programmed in the proposed budget, the total
increase in revenue generated by the recommended revised rates is $61.539 million. ($58.462 at 95
percent), which is a 16.8 percent increase in revenues. These proposed rate adjustments will provide
for a consistent, acceptable level of reserves over the next three years and phased-in facility
improvements, while mlmmlzmg the 1mpact to the average residential customer and to minimum level
users.

The proposed adjustments for FY 2005-06 include the following:

> Elimination of the Equity Transfer to the General Fund by the end of FY 2005-06
> Retail rate adjustments including:

o No per gallon water rate increase for “lifeline” customers (up to 3,750 galions per
month)

o Inclining water rate increases based on usage levels, ranging from five percent for the
average user (currently 6,750 gallons per month), to twenty percent for the heaviest
consumers

o Inclining wastewater rate adjustments ranging from five to twenty percent, depending on
usage levels

o -Monthly base rate (“meter” charge”) increase for water and wastewater service of ten
percent
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> Wholesale rate adjustments representing a 246 percent increase for water and wastewater
combined (but only an average 9.5 percent increase for-end users) which will bring charges
closer to WASD's actual incurred costs of service delivery

> Creation of a water and sewerage Maintenance Index tied to the CPI (U.S. City Average Rate,
All Urban Consumers, Water and- Sewerage Maintenance)-and fluctuations in usage levels, to.
provide fot greater revenue stability. We' will be exploring fee adjustment options (for either
quarterly or annual lmplementahon) to retail customer bills beginning FY 2006-07). The index is
estimated to result in total annual revenue increases of 5.5 percent, though rate increase may
be lower. Additionally, we may examine using the index for wholesale customers as well.

The anticipated impact of the recommended cha_ngés- for Fiscal Year 2005-06 to the average retail
customer (defined as a user of 6,750 gallons) will be a monthly increase of $2.55, or less than nine
percent over the cuirent-average charge of $28.76.

The remainder of this memorandum wilt explore major capital and operating expense drivers, our rate
history, and the effects of successful conservation programs. Finally, this document will present
additional detail regarding the recommended rate schedule adjustments.

EXPENSE DRIVERS

Capital Costs

During the late 1980s and early 1990s, several legal actions were initiated by the Federal
- Envnronmental Protection Agency and the Florida Environmental Protection Agency against the County
for alleged violations of various clean water legisiation. The violations stemmed primarily from a long-
term history of poorly maintaining the County’s sanitary sewer system. As a result of these actions, the
Board approved several consent decrees and settlement agreements that required the County to make
major capital improvements to upgrade the sanitary sewer system. To finance these and other required
capital improvements to the WASD utility system, the County issued more than $1.3 billion of revenue
bonds.

In addition to debt service requirements assocnated with enormous remediation efforts in the 1990s,
WASD has been expanding system capacity and contmualiy upgrading its treatment processes over
the last decade. In 2003, the Board approved our continuing effort to improve the system by voling in
favor of our Multi-Year Watér and Sewer Capital Improvement Master Plans. The Master Plans include
solutions to meeting demands for service over the next two decades, as well as providing compliance
with regulations such as the Federal Safe Drinking Water Act, Federal Clean Water Act, Federal
Consent Decree, State Consent Orders and ‘Settlement Agreements. Implementation of the Master
Plans requires adequate staffing for construction management, design, engineering, and planning
services, as well as legal and administrative services. Due to insufficient revenues, WASD is in the
process of scaling back its Multi-Year Cap:tal Improvement Plan (CIP), eliminating nearly $400 million
in projects. The detailed, revised Multi-Year CIP will be presented for BCC adoption at a later date.
The passage of the Building.Better Communities general obligation bond program will provide some
additional capital dollars, but will be 'primarily targeted to improving infrastructure in underdeveloped
areas within the County, not maintaining the current infrastructure.

In terms of financial resource requirements, the effects of the various capital improvement programs
have been striking. WASD currently pays in excess of $125 million annually in debt service and low-
interest loan payments. These obligations consume approximately one-third of WASD total system
revenues. Annual debt payments are triple those of 1990, before many of the compliance expenses

52



Honorable Chairman Joe A. Martinez
and Members, Board of County Commissioners.
Page 3

were. tncurred and double those of ten years ago when: debt service payments required approxnmateiy
- onefifth of annual revenues.

Bond Obligations
These debt sérvice figures have important consequences for WASD. Our utility system. is governed by

‘Ordinance No. 93-134, the “Master Bond Ordinance”, that provides assurances to bondholders that the
- County will maintain the. financial and operatlona! integrity of the system. The rate.covenants. establlsh ,
mportant benchmarks for financial and system viability, including that net operating revenues equal or

exceed 110 percent of the principal and interest requirements of the outstanding primary bonds, and

100 percent of subordinate debt requirements. - The Ordinance also requires the maintenance of an -

Operating Expense Reserve funded at levels equivalent to two months’ operating expenses throughout
the life of the outstanding bonds. In addition to the Master Bond Ordinance requwements the system

has various-low interest rate loans from the State Revolving Loan Fund that require at least 115 pércent - -

of the subordinate debt requirements.

The system has always met these requirements and currently the oufstanding revenue bonds and
loans are highly rated (A, A1, A+) by three key rating agéncies, Standard & Poor’s, Moody's, and Fitch,
respectively. Over the last ten years, the system’s primary debt service coverage ratio has averaged
close to 2.0 times coverage requirements; our current audited ratio is under 1.6 times coverage

requirements.  Our financial advisors, Public Financial Management (PFM), project continued

downward trends in actual coverage.

To meset its financial obligations, PFM has noted that WASD has tended to underfund replacement and
reserve (R&R) accounts over the past decade. The consultants have advised that, in addition to

- funding R&R at adequate levels (at least $60 million annually) in the future, a significant amount of

“catch-up” funding is required to address historical gaps. Our financial projections include future debt
issuance to cover these needs.

Operating Costs
In addition to the substantial challenge of meeting the capital requirements associated with a growing

utility system, WASD also faces several upward trends in operating expenses. Commensurate with the.

creation of new capital infrastructure (as was required under the consent decrees and settlement
agreements) is the demand for new maintenance programs and staffing. In recent years, several large
expense categories, including energy, chemicals and personnel, have grown at rates far higher than
inflation. As examples, because of hew treatment requirements in our new North West Wellfield and at
our water treatment plants, we are using greater levels of liquid caustic soda, potassium permanganate;
and lime; compoundmg the impact have been substantial chemical price increases as petroleum costs
have rippled- through the chemical producing industry. Electrical, natural gas and diesel costs are at
record levels. Importantly, labor costs (including those associated with negotiated COLAs and health
insurance contributions), which represent nearly fifty percent of our operating expenditures, have been
rising at a pace not balanced by rate adjustiments.

RETAIL AND WHOLESALE RATES

Retail Rates

In 1998, the Board instituted a “Five-Year No Rate Increase Challenge” (R-229-98) that directed WASD
to aggressively reduce operating expenses. Since that time, the Board has taken three significant
actions that have impacted WASD system revenues. Before examining the impact of these actions it is
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important to note that the definition of the “average” customer changes over hme in the early 1990's,
the average customer was defined as a- user of 10,000 galions. By the fate. 19908 the. average
customer was one using 7,500 gaﬂons ‘Most recently, the average. customer is best understood to be

- in'the 6,750 gallon range. The implications of these changes, explored more fully in a following section,

are significant to both- WASD and its customers.

~'Beginning in October 2001, the Board approved a ten percent rate reductlon for the average eombined -

retail water and sewer service customer, which reduced the monthly water and sewer charges for the
average retail customer by $3.41 {from $34.48 to $31.07). Effective October 1, 2002, -the Board .
instituted a new retail rate structure as recommended by a rate sfudy task force made up of
Commiissioners, independent consultants, representatives from labor unions, county administrators,
and WASD personnel. The new rate structure was designed to keep total revenues neutral, but it had

.. the effect of further reducing the average customer's. monthly charges 2:8 percent, or $0.88 (from
. $31.07 to $30.19). Lastly, beginning in October 2003 the. Board approved a. one-year, six percent

increase -in revenues for the utility system that resulted in a $1.95 increase in retail water and sewer
charges for an average customer (from $30.19 to $32.14). Combined, these three actions have had
the effect of increasing rates for the average user of 7,500 gallons by two percent from the rates in
existence eight years ago. This statistic is .in significant contrast to the nationwide average increase in
charges for all urban consumers of approximately thirty percent over the same period.

Wholesale Rates

In addition to providing water and sewer services for retail customers, WASD also provides wholesale
drinking water and sanitary sewer services at bulk rates to fifteen municipalities. These services are

- provided under contract by terms that link rates through formuias to the cost' of providing services, or to

actions of the Board.

From October 1997 through September 2003, wholesale rates remained unchanged despite contract
provisions for rate adjustmenis. Effective October 1, 2003, the Board authorized water charge
increases for thirteen of the fifteen municipalities of $0.08 per thousand gallons (from $0.77 to $0.85),
or 10.4 percent. Wholesale water rates for the cities of Hialeah and Miami Springs were increased by
only $0.06 per thousand gallons ($0.66 to.'$0.72), or 8.6 percent. (Due to the location of the
department’s Hialeah Water Treatment plant, the cities of Hialeah and Miami Springs have lower rates
because they do not share in the regional transmission and distribution water costs. )

The increases in FY 2003-04 for the wholesale customers were below those allowed by contract

formula. For example, the calculated wholesale water costs for the thirteen mumc:palltles was $0.87 per

thousand gallons, as opposed to the $0.85 actual rate, while the wholesale water costs for Hialeah and
Miami Springs were calculated to bé $0.81 per thousand gallons, as opposed to the approved $0.72
rate. Wholesale sewer rates, at $1.70 per thousand gallons, were in-line with the calculated sewer
rates, with only a $0.02 difference. It is important to understand that cities and municipalities charge

varying rates fo their retail customers for the recovery of water and sewer costs, only a small portion of

which stems from WASD charges. Because WASD wholesale charges represent a limited portion of
total costs passed on by municipalities (the typical range is from twenty-five to forty percent), wholesale
rate increases have a reduced impact on customer bills.

CONSERVATION

Across the nation and here in South Florida, per capita water consumption has dropped dramatically
over the last quarter eentury. Because of various water conservation efforts and housing development
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trends, today’s average customer uses twenty to twenty-five percent less water than in 1980. In fact,
though WASD has 65,000 more retail water customer today than it had fifteen years ago, it sells less
water. This steady decline in per capfta demand wh:ch has had an immense impact on WASD
revenues, shows no signs of abating.-

. For some time now, WASD has defined: the average customer as a résidential consumer using 7,500
gallons per month. While this is a convenient ‘way of ana!yzmg the impact. of changes to the rate
schedule, it does not well-reflect the centmumg impact of conservation on customer charges. As noted
above, recent data suggests today’s average customer consumes closer to 6,750 gallons per month. If
we' adjust not only for rate changes, but for declining use levels as well, the average WASD
customer actual!y pays less today for water and sewer services than exght years ago. This
extraordinary fact -is not at all reéflected in national data; as previously mentioned, the average urban
consumer nationwide is paying approx:mately thirty percent more today over the identical period.

The compounding effects of consérvation are important when establishing successful, long-term rate
structures and adjustment ‘mechanisms. For years, various - utilities, ‘particularly in the electricity
markets, have employed rate indexes that counterbalance- the effects of conservation and inflation. We
will continue to work with WASD to explore the issue of conservation and the ways in which utilities
have employed adjustment mechanisms. :

REVENUE/EXPENSE STABILIZATION

Current revenue streams are not sufficient to maintain our water and sewer system. Consequently,
WASD is now using various reserves and one-time revenues to balance jts annual budget. This
includes withdrawing funds from the Rate Stabilization Fund and the Water and Sewer General
-Reserve Fund, and utilizing cash invested in the debt service reserves. I* also includes the potential
sale and leaseback of WASD’s Douglas Road facility. (We will continue to explore options for effecting
this transaction to determine whether it would be financially advantageous to the County.) Without
employing even greater rate increases than those currently being proposed to the Board, our
projections indicate that withdrawals and one-time fund sources will continue to be needed.

We are suggesting three-actions to help secure‘the a_ppro.pﬁate_ minimum level of resources for
maintaining our current standards for clean water and properly treated wastewater.

 Equity Return Discontinuation: Discontinue payments from WASD to the County's General Fund
by the end of FY 2005-06.

e Maintenance Index: Institufe rate schedule adjustments, either annually or quarterly, to
correspond to the Water and Sewerage Maintenance charges, as tracked by the Commerce
Department for the Consumer Price Index, commeneing in FY 2006-07.

e Rate St(uctUK'e Adjustments:‘ Institute rate schedule adjustments to help address the decade-
long period of no rate increases and deferred infrastructure maintenance programs.

Equity Return Discontinuation

For several years, the County’s General Fund has received an equity return from WASD that comports
with state statute and common practice. This return is separate from the normal interdepartmental
charges for services. The equity payment will be discontinued by the end of Fiscal Year 2005-06.
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Maintenance Index

The United States Department of Commerce tracks water and sewer charges’ across the nation as part
of the Consumer Price Index. We propose to introduce a Maintenance index that would adjust rates
quarterly based on the Department of Commerce’s Water and Sewerage Maintenance rate information.
This index would-link changes to the average water and sewer customer bill to those of the national
average.

Many types of indexes are used threughout utility industries; notably, many electric utilities employ an
adjustment mechanism known as a: “decoupler.” These mechanisins make rate adjustments based on
actual average customer charges, not those of a pre-defined average customer. Decouplers help
counterbalance the natural swings in utility sales volumies and revenues, as those caused by weather
patterns in the short-term, and conservation in the long-term. A Maintenance Index.could be designed
fo increase rate adjustments if average charges begin to drop due to weather fluctuations,  and
decrease rate adjustments if average charges begin to rise above inflation.

Rate Structure lncréa'se

WASD’s. financial advisors, Public Financial Management (PFM), and its 'Bond Engineers - are in
agreement that the WASD rate schedule needs substantial revision. In accordance with the Master
Bond Ordinance, PFM and our Bond Engineers have produced written reviews of WASD’s financial

state of affairs; these are available upon request. The recommended rate adjustments impact on

departmental revenues, R&R funding and reserves, as well as on WASD's customers, is summariZzed

below:

Impact of Recommended Rate Adjustments

Total Transfers from Reserves Budgeted Including Revenue Increases
" Rate Stabilization Fund

Customer Impact

Retail Customers (total eost at 6,750 gallons / month)
.Wholesale Customers (rate per 100 gallons)
) Hialeah./ ‘Miami Spring
-~ Water
_Sewer
_ Other Municipalities
Water
Sewer

1 Proposed Future Annual Revenue Inereases Based on Maintenance
Index
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Re‘taii Rates _

Our proposed retail rate increase was designed to-address hxstoncauy under priced rates whﬂe
minimizing the impact to “lifeline” customers using less than 3,750 gallons of water per month, as well
. -as to the average customer usmg 6, 750 gallons per month. The proposed increase maintains the
current inclining rate structure, with per gallon charges (and percentage. mcreases) rising as. monthly
.consumption escalates. This structure rewards conservation efforts and minimizes the impact of rate
increases on customers who censume in moderation.

The proposed i mcrease is expected to generate an additional $33.4° mﬂhon from retail sales.
Attachiment 1, which was previously provided to members of the Infrastructure and Land Use .
Committee at its August 16 meeting, indicates the proposed increases to hase meter charges and per
gallon charges at various consumption levels. The total increase to the “lifeline” customer’s bill (3,750
~ gallons per month) is projected to be $0.99 per month, while the expected i increase to the average

custamer's bill (6,750 gallons per month) is $2.55 per. month Further details are provided in the.
attachments to this’ memorandum

W-h_olesale Rates:

.The proposed increase in wholesale service rates is expected to generate an additional $15.2 million,
and realigns the contractual formulas that determine rates to wholesale customers in order to bring the
charges up to the actual cost of delivering service. The net effect of the proposed adjustments for
wholésale entities buying both water and wastewater services is a 24.3 percent increase; further details
are provided in the attachment.

1t should be noted that the proposed wholesale adjustments should result in significantly smaller
impacts on the retail bill of the end user (absent any additional increases imposed by the municipality).
‘Wholesale water and sewer charges are limited elements of the final bill for citizens receiving water and
sewer services from the fifteen municipal providers. Across nine municipalities (Homestead, Hialeah,
North Miami Beach, Coral Gables, Opa-Locka, North Miami, Miami Beach, and Miami Springs) the
average residential consumer would see a total bill increase of between six and thirteen percent.

As we further develop the parameters of the proposed Maintenance Index, we may suggest to the

Board that the index be used in possible combination with the contractual cost allocation formulas to
- establish future wholesale rate adjustments.

Future Outlook

We have proposed to the Board rate adjustments that put WASD in a fundamentally balanced financial.
position for the next three years. Facing ever-expanding service demands, however, and operating in
an environment perpetually susceptible to regulatory change, WASD will be in a continual struggle to
properly project and fund its capital program. We will continue to keep the Board apprised of the
Department's future capital needs, and of all potential impacts associated with regulatory change.
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